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Nominal Additional Consideration: Only Nominally Helpful
in Making the True Lease/Security Interest Distinction
By Robert W. Ihne
With respect to the critically important legal characterization of a transaction as either a
true lease or a security interest, the statutory phrase “nominal additional consideration”
has played a major role in analyzing transactions with purchase options. This phrase,
however, has proven to be remarkably ambiguous unless accompanied by the
application of more fundamental underlying principles for making the distinction.
Lease Accounting: New Rules and Realities
By Shawn D. Halladay
Although the primary motivation for replacing Financial Accounting Standard No. 13
is the capitalization of all lease obligations, the proposals will change the accounting for
both lessees and lessors. This article will examine not only the provisions of the August
2010 Exposure Draft for Leases but also the potential market ramifications.
The Effect of New Accounting Rules on Capital Leases
By James M. Johnson, PhD, and Natalie Tatiana Churyk, PhD
Where are lessee firms recording capital leases on the balance sheet: as capital leases or
as long-term liabilities or long-term debt? Current reporting practices can shed light on
the effects of the new FASB exposure draft.
Social Networking for the Equipment Finance Industry:
Divine or a Distraction?
By Suzanne E. Henry
Does engagement in the social media make sense for leasing companies? A recent
Foundation study of 1,000 equipment finance professionals suggests that some are
participating, but many are waiting for clearer direction and guidance for ROI and
development strategies.
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The Effect of New Accounting
Rules on Capital Leases: A Study
of Current Reporting Practices
By James M. Johnson, PhD, and Natalie Tatania Churyk, PhD

S

Thus, our research question: When does a capital
lease, under current practices, get reported as a capital lease?
Without an answer to this question, we cannot say
how big an impact the proposed rules will have on the
balance sheet reporting of capital leases. Much has been
studied and written about capital and
a few, have contributed to the discusoperating leases over the years.2 The
Where are lessee firms
sion. Potential changes relate mostly to
presumed desirability of operating
measurement and disclosure of capital
lease accounting has been expressed
recording capital leases
leases and include simplified reporting
countless times.3 The accounting
on the balance sheet:
for leases with a 12-month life or less.
guidelines indicate that operating leasThe proposed rules will require capital
es do not appear on a firm’s balance
as
capital
leases
or
as
leases to be segregated and reported as
sheet but capital leases do. But the relsuch, rather than giving companies the
evant question is, How often is a capital
long-term liabilities or
option of including them with longlease actually segregated from other assets
term debt or other liabilities.
and liabilities in the balance sheet?
long-term debt? Current
At present, the FASB uses brightOur study is unique in that we inline tests (e.g., economic life) to classify
vestigate the actual reporting practices
reporting can shed light
a lease as a capital lease, whereas the
surrounding capital leases. This is a
IASB promulgates capitalizing a lease
great concept to explore, particularly
on the effects of the new
if substantially all risks and rewards
if it is extrapolated to future behavior
have been transferred. Actually, both
under the new rules. One of the comFASB exposure draft.
the FASB and IASB require capitalizing
ment issues raised in the new leasing
a lease if substantially all risks and rewards have been
exposure draft is whether lessees should be required to
transferred, but the FASB does this through bright-line
separately report leases on financial statements, instead
tests. In August 2010, both boards issued an exposure
of being able to pool them with other liabilities.4 We
draft (ED) discussing the possibility of using a more
have not seen any evidence as to whether this would imprinciple-based approach to lease accounting. The new
pact current capital lease financial reporting.5 Are capital
rules would have dramatic effects on firms that account
leases currently reported as such on the balance sheet, or
for most of their leases as operating leases.
do they tend to be pooled with long-term debt or other
However, the proposed rules would require all capilong-term liabilities? If capital leases tend to be reported
tal leases to be reported as such on the balance sheet—
as such on the balance sheet currently, then the new rule
thus including capital leases with long-term debt or
requiring segregated reporting of capital leases would
other long-term liabilities would no longer be an option.
not amount to a reporting change in practice.
tandard setters have placed lease accounting on and off their agendas for many years.
Industry associations, the Financial Accounting Standards Board (FASB), the International
Accounting Standards Board (IASB), and the Securities
and Exchange Commission,1 to name
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The purpose of this article is to document where
lessee firms are currently recording capital leases on the
balance sheet: as capital leases or as long-term liabilities
or long-term debt (capital leases must appear in one of
these categories)? Second, if capital leases are referenced
in footnotes, is a dollar amount disclosed? We examine
key metrics for the firms. We believe examination of current reporting will shed light on the effects of the newly
issued ED.

also examine if differences exist between key metrics for
each of the above referenced groups.

Capital Leases Reported as Capital
Leases

We find that only 25% of companies with capital leases
reported them as such on their balance sheet for the
three years studied. Of the total 1,921 companies, only
477 recorded capital leases by that name in their balance
sheets. The remaining 1,444 companies included capital
The Study Sample AND Findings
leases as part of long-term debt or other long term liabilities. Thus, if the new accounting
To identify our sample set of lessee
rules require separate reporting for
Companies that combine
firms, we searched Compact Disclosure
leases, 75% of the firms with capital
for firms containing footnote disclocapital
leases
with
other
leases will be affected in terms of balsures with the term “capital lease.” To
ance sheet reporting.
improve the generality of our findings,
debts
or
liabilities
fall
into
Companies that combine capital
we performed searches for 1996, 2000,
leases with other debts or liabilities fall
and 2004. This database contains intwo subgroups—those
into two subgroups—those that indiformation on public companies. We
cate the dollar amount of capital leases
did not exclude any industries from
that indicate the dollar
in their footnotes, and those that do
consideration, to make our results as
not. It is likely that the firms that do
general as possible. More recent data
amount of capital leases
not disclose dollar amounts of capital
is not available from this resource as
leases in their footnotes do so due to a
it was discontinued. Our search proin their footnotes, and
lack of materiality, but many firms do
duced a total of 1,921 companies that
not state this.
mention capital leases in their footthose that do not.
Table 1 (next page) reveals that
notes to financial statements.
the
vast
majority
of
capital
leases are accounted for as
Once we identified our total sample, we categorized
something else (other debts or liabilities). It also indifirms into several groups: (1) capital leases reported
cates that almost two-thirds of capital leases reported as
on the balance sheet as capital leases (477 firms) and
something else have their dollar amounts disclosed in
(2) capital leases reported with other debt or liabilifootnotes (950 of 1,444). Thus for all companies reportties (1,444 firms). We further refine group 2 into (3)
ing capital leases—regardless of how they are accounted
capital leases combined with other liabilities—dollar
for—74% (477 plus 950 divided by 1,921) disclose the
amounts disclosed in the footnotes (950 firms) and (4)
dollar amount. This suggests that the remaining compacapital leases combined with other liabilities—no dollar
nies have determined that capital leases are not material
amounts disclosed in the footnotes (494 firms).
and thus the dollar amount of the liability is not disWe are interested in determining what percentage
closed. As there were no filters imposed in the selection
of the total companies reporting capital leases would be
of the firms included in this study, other than that they
affected by the proposed rules in the exposure draft. This
all report having capital leases, there is no reason to concan be determined by calculating how many companies
clude the results are biased.
report capital leases as such, compared to all companies
reporting they have capital leases. No company currently
is required to separately report capital leases on its balance sheet, so the question is, How many do record capital
leases as capital leases, and how many report them in combination with long-term debt or other long-term liabilities? We

The Effect of Size on Capital Lease
Reporting
Next, we examine whether there are systematic differences between companies that report capital leases as
2
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Table 1

How Capital Leases Are Reported
All capital leases reported as other debt or liabilities

Number of companies
Percentage of companies

Capital leases reported
on balance sheet

Dollar amounts disclosed

Dollar amounts
not disclosed

All capital leases reported
as other debt or liabilities

Class one

Class two

Class three

Class four

477

950

494

1,444

24.8%

49.5%

25.7%

75.2%

Source: Statistics compiled from data secured from Compact Disclosure.

such and those that do not. Table 2 (next page) shows
but not necessarily. Some companies choose to disclose
the median tests between key metrics of firms that redetails of their operations even if immaterial, as a matter
port capital leases on the balance sheet
of corporate policy. However, not reAlthough we have no
relative to companies that report them
porting dollar amounts (panel C) is an
as other long-term debt or other longindication of a lack of materiality.
empirical evidence to
term liabilities. We use nonparametric
Looking at the proxy significance
tests due to the non-normality of the
levels in both panels B and C reveals
support it, we speculate
data being analyzed. Any probability
that the level of disclosure (capital
of 0.05 or less suggests there is a siglease dollar amounts disclosed or not)
that smaller companies
nificant difference in median values at
has a similar result. In both cases, the
conventional levels of testing.
size of “other” companies is statistitend to be more strictly
We use five different variables to
cally larger than capital lease reportcompliant
with
accounting
proxy for size. EBITDA (earnings being companies. Additionally, we find
fore interest, taxes, depreciation, and
(panel D) that the two “other” groups
rules,
and
thus
record
amortization) is a common measure for
do not differ in size with the exception
a company’s basic earning power. Othof EBITDA. We conclude that the size
capital leases as capital
er proxies include net income, longof the two groups of companies that do
term debt, sales, and total assets.
not report capital leases as such are of
leases.
Table 2 reveals that regardless of
comparable size.
the size proxy used, companies reporting capital leases
The Effects of Firm Liquidity, Leverage,
on the balance sheet are substantially smaller than capiand Profitability on Capital Lease
tal lease companies that report them as something else.
Reporting
The income of “other” companies is about 25 times the
Table 3 (page 5) examines potential differences between
income of capital lease reporting companies, based on
companies with respect to key metrics.6 We report the
median income. The other size measures are not quite
results of firm liquidity, leverage, and profitability. Our
as dramatic, but still show “other” companies to be three
proxy for liquidity is the current ratio, which measures
to 10 times larger than capital lease reporting compathe ratio7 of current assets to current liabilities. The lenies. Although we have no empirical evidence to support
verage ratio used is the ratio of long-term debt to total
it, we speculate that smaller companies tend to be more
assets. The two profitability measures used are EBITDA
strictly compliant with accounting rules, and thus record
to total assets, and return on equity. ROE measures net
capital leases as capital leases.
income divided by owner’s equity.
Next, we compare capital lease firms to firms disRatios standardize financial data. They measure the
closing the dollar amount of their capital leases (panel
relative nature of a relationship rather than the absolute
B) and to companies that do not disclose dollar amounts
nature of a relationship. To say “other” companies have
(panel C). The existence of dollar amounts may imply
much higher income levels than capital lease companies
that capital leases are “material” in the accounting sense,
3
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Table 2

Capital Lease Reporting as a Function of Firm Size
Panel A
Size measure

Median dollar measures reported (reported in millions)
All firms reporting capital leases
as something else

Firms reporting capital leases as capital
leases (Capital lease firms)

Pr > M

EBITDA

101

4

.0001

Net income

24

1

.0001

Long-term debt

253

44

.0001

Sales

809

121

.0001

Total assets

931

117

.0001

Other firms disclosing dollar amount of capital
leases

Capital lease firms

Pr > M

Panel B
Size measure
EBITDA

12

4

.0020

Net income

2

1

.0001

Long-term debt

225

44

.0001

Sales

788

121

.0001

Total assets

870

117

.0001

Other firms not disclosing dollar amount of
capital leases

Capital lease firms

Pr > M

121

4

.0001

Panel C
Size measure
EBITDA
Net income

2

1

.0001

Long-term debt

267

44

.0001

Sales

720

121

.0001

Total assets

940

117

.0001

Other firms not disclosing dollar amount of
capital leases

Other firms disclosing dollar amount of
capital leases

Pr > M

121

12

.0001

Panel D
Size measure
EBITDA
Net income

2

2

.2425

Long-term debt

267

225

.1039

Sales

720

788

.1754

Total assets

940

870

.2425

Source: Statistics compiled from data secured from Compact Disclosure.

does not mean that their rate of return is higher, for example.
The four reported test sets group the companies the
same way as shown in Table 2. There are four panels, for
the different capital lease reporting types we have defined.
In panel A, we see that there is no significant difference in liquidity between the two groups of companies.

Whether they report capital leases as such, or report
them as something else, their liquidity is not significantly
different. However, it is seen that leverage tends to be
significantly lower for companies reporting capital leases
as such. On the other hand, capital lease reporting companies are significantly less profitable, as measured by
EBITDA to total assets and return on equity than companies reporting capital leases as something else.
4
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Table 3

Effects of Liquidity, Leverage, and Profitability on Capital Lease Reporting
Panel A

Median measures reported (as financial ratios)
All firms reporting capital leases as
something else

Capital lease firms

Pr > M

Current ratio

1.53

1.54

.4789

Long-term debt to total assets

.23

.18

.0012*

EBITDA to total assets

.11

.07

.0001*

Return on equity

.11

.05

.0001*

Other firms disclosing size of capital
leases

Capital lease firms

Pr > M

Current ratio

1.54

1.54

.4776

Long-term debt to total assets

.22

.18

.0001*

EBITDA to total assets

.12

.07

.0001*

Return on equity

.10

.05

.0001*

Other firms not disclosing size of
capital leases

Capital lease firms

Pr > M

1.56

1.54

.3830

Ratio

Panel B
Ratio

Panel C
Ratio
Current ratio
Long-term debt to total assets

2

1

.3222

EBITDA to total assets

267

44

.0001*

Return on equity

720

121

.0001*

Other firms not disclosing size of
capital leases

Other firms disclosing size
of capital leases

Pr > M

Current ratio

1.56

1.54

.4009

Long-term debt to total assets

.19

.22

.0213*

EBITDA to total assets

.12

.12

.4537

Return on equity

.10

.10

.3342

Panel D
Ratio

Source: Statistics compiled from data secured from Compact Disclosure.

The same conclusions apply to panel B, where we
compare the subset of “other” companies that disclose
the dollar amount of their capital leases to firms reporting capital leases as such. In panel C, we find that capital
lease firms are less profitable, as was the case in panels A
and B, but financial leverage is not significantly different.
Since it is likely that nondollar disclosed capital leases
indicate immateriality, we should not be surprised that
those companies have the same leverage as capital lease

reporting companies.
In panel D, we look for differences between the two
noncapital lease reporting categories and find that the
only significant difference between the two is a difference in financial leverage. Firms not disclosing the dollar
amounts of their capital leases have significantly lower
levels of leverage than firms disclosing the size of their
capital leases, but, as a practical matter, the difference is
small.
5
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Summary and Conclusions

6. All data utilized throughout this study are from Compact
Disclosure.

We find that only 25% of the companies in our study
that have capital leases report them as such on their balance sheet. The remaining capital lease companies report
them as something else on their balance sheet—either
included with long-term debt or other long-term liabilities. All public companies reporting capital leases in
their footnotes to financial statements are included in the
Compact Disclosure database. Thus, our results should
be representative of all public companies with capital
leases.
Our findings indicate that 75% of all public companies currently reporting capital leases would be required
to change their reporting if the new accounting rules
adopt line-item reporting for leases on the balance sheet.
All leases would be subject to segregated reporting: combining leases with long-term debt or long-term liabilities
would no longer be an option.
The change in reporting requirements for capital
leases would affect larger, more profitable, and more
highly leveraged companies.

7. The quick ratio was also employed as a liquidity proxy, and
the results (not reported here) are similar.
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3. “The Effects of Lease Capitalization on Various Financial
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and capital leases. Operating leases exhibit lower measures
of financial leverage and higher interest coverage than capital
leases. In addition, operating leases result in higher measures
of profitability, as measured by return on assets and return on
equity. Journal of Applied Research in Accounting and Finance 2,
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Price Judgements,” Patrick Hopkins, Journal of Accounting
Research, sol. 34 Supplement (1996): 33–50.
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